THE SIMPLE TRUTH-IN-LENDING

HANS ZEISEL t & PATI BOSCRAN It
At the heart of the so-called Truth-in-Lending bills ' is the question of disclosure: What should the lender reasonably be required to tell the borrower in a consumer credit contract about the costs of the transaction ?
The disclosure debate has been raging persistently in legislative committees and legislatures all over the United States and Canada. Although ostensibly fought over technical points of accounting, the debate often has been but a mask for a determined effort to obstruct the ultimate clarity and uniformity which alone can achieve the aim of this legislation.
This article will show that, in the main, the issues are now clear and the available solutions simple and unambiguous. The intellectual debate is over; aside from some very real drafting problems, all that remains is politics.
The Central Issue
The central obligation of the creditor in a credit contract consists of either making a cash payment (loan or mortgage) or of selling some merchandise at an agreed upon price. Thus, the creditor's primary obligation always is stated in terms of the dollar amount given either in cash or in value.
In contrast, the obligation of the borrower or consumer (as we shall refer to him interchangeably) to repay the credit can be written i Professor of Law and Sociology, University of Chicago. Dr. Jur., 1927, Dr. rer. pol., 1928, University of Vienna. I became familiar with the problem area as a onetime member of the Special Committee of the National Conference of Commissioners on Uniform State Laws, whose job it is to draft a Consumer Credit Code. This paper is a contribution to the ongoing debate. We owe a great debt of gratitude to my colleague, Professor Allison Dunham, the Executive Director of the Conference, for guiding us critically through the maze of issues. Nevertheless, the positions this paper takes are those of the authors.
It (799) in one of three mathematically equivalent ways: by stating the number, due dates and size of the payments to be made; or by stating the interest rate on the basis of which the payments will be computed; or by a mixture of both. In any case, the content of the credit contract is stated with legal and mathematical precision. Indeed, a mathematician can see clearly, or can ordinarily clarify with a few simple computations, all the implications of the contract, whatever its form.
The problem of disclosure arises because the average consumer is not a mathematician and, hence, is unable to see all the implications of his contract. By speaking of disclosure, therefore, we refer not to making available information actually withheld from the debtor, but rather to making explicit the essential aspects of the credit contract which the ordinary debtor otherwise cannot perceive.
Professors Jordan and Warren, in a distinguished paper, 2 have illustrated the issue superbly:
[C]onsider the case of a man who wants to buy an automobile which has a cash price of $2500. He may be told by the dealer that he can finance the purchase at a rate of six dollars per hundred per year on a thirty-month contract through a sales finance company. A bank might offer to lend him the purchase price at six per cent per year, discounted, with a maturity period of twenty-four months. He might also obtain a loan from a small loan company whose rates are 2% per cent per month on the first $200, 2 per cent per month on the next $300, and % of one per cent on the remaining balance, over thirty-six months. A credit union to which the buyer belongs lends money at one per cent per month and pays an annual patronage dividend of uncertain amount. In addition, the buyer may have a savings account at a bank on which he receives four per cent per year interest. It is virtually impossible for the average buyer to determine which of the competing credit suppliers is offering him the cheapest credit.'
The example makes clear that whatever the mode of disclosure required, it must be uniform so that the essentially fungible character of credit is made clearly visible.
If the consumer is to act rationally, he must be able to see all those aspects of the credit contract which, if clearly perceived, might lead him to a different decision-that is, to increase or reduce the amount of credit requested, to turn to a different credit source, or to forego making a credit contract altogether by paying cash.
The Principle in Outline
We shall argue that the consumer's needs will be met adequately if the following information is made explicit in the offered credit contract:
(1) the face dollar amount of credit which, in the absence of initial finance charges, constitutes the net proceeds to the borrower;
(2) the size and due dates of installments;
(3) the true annual 4 rate of interest which, in the absence of other finance charges, is equal to the contractual rate of interest; (4) the aggregate dollar-amount of interest which the debtor will have paid when his last installment payment is made: that is, the total stipulated dollar payments (2) minus the net credit proceeds (1) ; (5) initial finance costs, in contracts where such costs are charged, irrespective of whether an obligatory or optional part of the transaction.'
If such an initial finance charge is made, items (1), (3) and (4) are transformed into items (la), (3a) and (4a) as follows:
(la) the net proceeds to the borrower, that is, the actual amount of credit received (item 1 minus the finance charges); (3a) the true annual rate of interest, which in this case is larger than the contractual rate, because finance charges have reduced the net proceeds to the borrower; (4a) aggregate total costs of credit (total dollars repaid minus item la). 4 The annual interest rate is clearly preferable to the monthly interest rate on at least two grounds. First, because it is undesirable that while "People save [money] on one set of computations, they borrow it . . . under another set . .. ." 1967 Hearings 72. Furthermore, there are some consumer credit contracts (e.g., mortgages) in which anything but an annual interest rate would be out of place. Since uniformity and comparability is of the essence, the law should settle on the annual interest rate and allow the annual rate to be simply the multiple of the rate of any corresponding smaller interval, e.g., tvelve times the monthly rate, while disregarding compounding as de minimis. This rate, technically, is called the nominal rate.
This, in broad outline, is the principle of the proposed disclosure. Before discussing some of the issues involved, however, it will be useful to illustrate the principle by a few examples.
Examples
Let us look first at the purchase of a medium priced item, such as a small television set, on relatively short-term credit: In this case, it would seem unnecessary to supply (4), but only because the contract is exteremely simple, requiring only elementary arithmetic to ascertain that 8 X 11 is 88, or 8 more than 80.
The situation is quite different if we look next at the other extreme-a complex credit contract such as a long term mortgage for a relatively large amount of money: Here it is not item (3), the interest rate, that is not apparent to the borrower, but item (4), the total amount of interest payments.
Note that in both contracts, two of the three items of information would have been clearly discernable by the average consumer, but in each contract there is one item of information that rarely is supplied.
In the short-term contract, the information usually missing is the rate of interest (item 2); in the long-term contract it is the aggregate amount of interest (item 4) that is usually omitted. ' If we vary the number and time of payments required by these two sample credit contracts, it becomes clear that disclosure of all three items is indeed essential. Suppose the mortgage credit of $10,000 at an interest rate of 6.0 per cent could be repaid over 20 years instead of 10 years. In that case, the face amount (1) and the interest rate (3) would stay the same, but with the doubling of the credit time, the individual installment (2) would drop to $215.48, payable over (20 X 4 =_) 80 quarters, and the aggregate amount of interest would increase from $3,371 to $7,239.
If we were to vary repayment of credit for the television set from 8 monthy installments of $11 to 16 monthly installments of $5.50, item (4), the aggregate accrual, would remain unchanged, but item (3), the contractual interest rate, would change from 26 per cent to 13.6 per cent per year.
If the 20-year mortgage credit carries with it a $500 financing charge, consisting of a fee for title search and drawing up the contract to be paid to the lawyer of the mortgage company, the contract is further complicated:
( The true rate is computed by relating the quarterly installments of $215.48 each (representing 6 per cent for 20 years on the face amount of $10,000) not to the face amount, but to the actual proceeds of $9,500.
Given the size of the credit, the contractual rate and the initial finance costs, the shorter the duration of the credit, the more the true rate will deviate from the contractual rate. For example: (1) The operation is analogous to that applied by economists when they have to combine fixed and running costs of an enterprise. -Thus, the longer the period over which the "fixed costs" can be apportioned, the smaller the fraction that will fall on any one time unit. The true interest rate reaches high levels when the credit period is short and the initial costs relatively high. Although the lending industry occasionally has caimed that such percentages are more misleading than informing, it is hard to share this view. The true interest rate is, after all, what its name implies, not more and not less. If it is claimed that such a particularly high percentage amounts to not more than a few dollars in some cases, the provision that the true rate and the aggregate dollar costs be disclosed will always show the situation in its true light.
We now turn to a discussion of some of the issues that have arisen in the debate over the proper mode of disclosure.
Time Rate or Dollars and Cents?
It has been persistently asked why an interest time rate is at all necessary; why is not disclosure in terms of dollars and cents sufficient? Although by now the point has become relatively moot, with only some diehards in the lending industry still fighting a rear-guard action, 7 the arguments and counter-arguments are here briefly summarized: 3. All prices, not only the price of credit, consist of multiple cost components. The individual consumer is interested only in the total price and not in its components. If only the word "interest" is at issue, it might be replaced by the use of the term "finance rate." 4. The classification of these charges raises problems, but not unsolveable ones. 
Argument
Counter-Argument 7. To avoid excessively high rates, 7. This problem admittedly cannot some sellers will transfer part of be solved by requiring the timethe selling cost into the alleged rate disclosure; but neither is it cash price, likely to be aggravated by it.' 3 8. The time rate cannot be stated 8. These are the only two credit in advance for revolving charge ac-arrangements that offer genuine counts and credit-check operations. difficulties; but they can be solved by special disclosure provisions. 1 4 Since the authors agree with the Royal Commission for Nova Scotia, which concluded that: "[h]aving reviewed the objections advanced to this form [time rate] of disclosure it is difficult to find any merit in them," " we turn now to the second disputed issue that has obstructed the debate for an unduly long time.
Which Interest Formula?
If a time rate is required, by what method is it to be computed? To the uninitiated this would seem a simple question: "Why not," he might reply, "compute it just as a bank or loan association computes the interest they pay us if we loan them some money?" To apply this method, known as the "actuarial method," would indeed seem the only proper solution. It is based on the theory of compound interest and is the standard procedure for the evaluation not only of credit operations but of all capital investments, in which general context it is known as the discounted cash flow method. Two other methods of computing interest known as the constant ratio and direct ratio methods have gained some acceptance, but neither is accurate or much used, although some usury statutes have adopted them, because the mathematics required is ostensibly simpler.
Their operation can be seen from the following. If: P = the number of payments in a year C = the finance charge in dollars A the original credit N the number of payments then, the 2PC constant ratio per cent rate --A(N+l) and the 6 PC direct ratio per cent rate =) 3A (N+I) ± C (N-i) The per cent rate computed by the direct ratio formula will always be lower, and the rate computed by the constant ratio formula will always be higher, than the correct rate as computed by the actuarial method. The following table gives the discrepancies for twenty different typical credit transactions. That the two ratio methods are inaccurate-the constant ratio more so than the direct ratio-because they infer the interest rate not from the actual pattern of the declining outstanding debt but from approximation to it, should suffice to eliminate them.
including modest retail outlets, since they will be using pre-computed tables in any event and it is just as simple to buy the correct tables as the incorrect tables. 1 7
The Actuarial Method
An explanation of the principles of the actuarial method may serve to take some of the mystery out of an ostensibly forbidding form of arithmetic and will help the reader to see more clearly why this method is the only apt measure of interest disclosure.
We shall discuss, first, the concept of accrual of interest, or the interest growth pattern, as it emerges from the familiar principle of interest compounding.
The essence of this concept is easily presented. If the original amount of debt or capital is $100 and the interest rate, compounded monthly, is 1 per cent per month, or nominally 12 per cent per annum, the following table establishes the pattern of growth over the first few months: 
TRUTH-IN-LENDING
The accrual process is presented graphically in The figures in conjunction with the graph clarify several aspects of interest compounding. First, the total amount of interest accrued at any time after the start of the contract is the total outstanding debt minus the original debt; after three terms the original $100.00 has grown to (rounded off to the nearest penny) $103.03, or $3.03 over the original amount. Second, the graph if it had been sufficiently far extended would have shown the continuous acceleration of the ascent of the curve." 9 Third, for any two points in time, the outstanding debt (that is, the original debt plus accrued interest) represents equivalent values under the regime of the given interest rate. After one term, $101.01 is the equivalent of $102.01 after two terms and of $103.03 after three terms, and so on. These equivalent values, based not on $100.00 but on $1.00 of the original amount, can be found in any standard compilation-of-interest tables. They are called accrual factors because they give the compounded amount, that is, the original amount 18 The graph is imperfect in that the height of the original debt (100) cannot be shown as it ought to be--one hundred times as high as the height of the interest (1.00). The wavy line indicates this deficiency.
19 Mathematicians call this particular acceleration a geometric progression or an exponential curve. Eventually it will grow beyond any fixed boundaries. Thus, a penny invested in the year A.D. 1, at one per cent per annum would have doubled every 69 or 70 years (or 28 times by the mid-20th century) for a round total of 2/2 million dollars. It is significant that the German word for usury, Wucher, connotes not only any abnormally swift growth in interest but is applied also to cancerous growths of the body. plus the total interest accrued to it, for 100 terms and more, and for a variety of interest rates per dollar of the original amount.
The actual size of the debt will, of course, always be a multiple of $1.00, but it is simple enough to obtain the accrual values for any size of debt; all one has to do is to multiply the value found on the standard table for the particular interest rate and the particular number of terms by the actual dollar amount of the original debt. To compute, for instance, the accrual value for three months for a debt of $500, to be compounded monthly at a rate of one per cent per month: the accrual value for $1.00 is read from the interest table as 1.0303, which number must be multiplied by 500 to obtain the desired result (1.0303 X 500 =) $515.15.2o
The Discount Factors
The table of accrual factors is, as we saw, the record of equivalent values at different points of time, given a certain rate of interest per term. The accrual is oriented towards the future, in that it answers the prospective question: "How much will the original amount be worth at successive future points of time ?" Or, in terms of payment: "How much will I, the debtor, owe at a given future date if I now receive X dollars at a certain rate of interest?" In this case, time along the horizontal axis is read from the left (coming from the past) to the right (going into the future).
The resulting growth pattern, however, can also be looked at retrospectively from the right (the future) to the left (the past), so that it will answer the question: "How much was a given amount worth a certain time ago?" In terms of payment: "How much less do I have to pay now if I am to receive in return at some future point of time a certain amount?" The answers are given by the Discount Factor Table which gives the equivalent values for different interest rates again per dollar, but this time per dollar of the ending capital, which is the original amount plus the interest accrued to it. These factors are given for earlier points of time, particularly, of course, for the beginning of the contract time, to indicate the cents of original capital (without interest) that correspond to $1.00 of ending capital.
Note that the pattern remains unchanged whether one refers to accrual or to discount factors; only the scale and the direction in which we compute the equivalents has changed. If we apply this notion to the three terms of Table 3 , we obtain: Computationally, the discount factors are obtained by the reciprocal of the accrual formula; instead of 1.00 X 1.01 n, the formula is 1.00 1 . Following is the actual computation for the first three periods: 
Equal Installment Payments
All types of computations requiring the compounding of interest, particularly those involving periodic payments of equal amounts, like the discount table, can be derived from the basic accrual table. The basic table applies to the type of contract, written for the great majority of credit transactions, which provides for repayment of the credit in equal periodic installments over the entire time period for which the credit is extended.
The table of accrual factors answers the question: "If I receive X dollars now, what is the lump sum that I must repay at the end of the credit period ?" The Installment Table, usually Table VI of Two examples-a long-term mortgage for $20,000, and a shortterm bank loan of $1,500 for the purchase of an automobile-will illustrate the use of Interest Table VI.
Assume that the mortgage of $20,000 is repayable in quarterly installments over 25 years at an annual interest of 6 per cent. Table VI will indicate that for every $1.00 of debt a level quarterly amortization payment of 0.0193706 is required, or for $20,000, (20,000 X 0.0193706 =) $387.41. Thus, the (25 X 4 =) 100 installments total $38,741.20. Since the original credit amount was $20,000, the total interest accrual will be (38,741.20 -20,000 =) $18,741.20 or almost again as much as the original debt.
If the $1,500 loan is to be repaid in 36 monthly installments at a nominal ' interest rate of twelve per cent per annum, Table VI indicates an installment to be due of 0.03321431 per $1.00 of debt, or $49.83 per month for $1,500 of credit. The total accrual value will be (36 X 49.83, or $1793.88 -$1500 ) $293.88 above the originally extended credit.
For standard credit operations (mortgages, small loans, and automobile purchases) the particular interest table will supply all necessary information. All the vendor has to do is to multiply the table value, which always refers to the unit amount of $1.00, by the actual amount involved.' 2 1 See note 4 supra. The effective annual rate for a rate of one per cent per month is 12.68% (rounded).
Since some banks have been advertising that they compound interest daily, it will be of interest to see that this rate so compounded would amount to an effective rate that is only 12.75% (rounded).
22The occasional objection heard from the industry, that any precise statement would require tables of impracticable enormity, is thus laid to rest. The standard tables plus one multiplication provide all answers. See also note 16 supra. In describing how the U.S. Treasury had prepared tables for consumer finance computations, Under Secretary J. W. Barr remarked: ". . . we have been persuaded that we cannot . . . throw an intolerable burden and make American businessmen go through a series of long computations. These are designed for eighth grade graduates." 1967 Hearings 69.
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The Open Merchandise Credit
There are various ways of handling the open merchandise credit. One is to apply a given uniform interest rate, say 18 per cent per year (or 1% per cent per month) to the open balance as described in Table 5 and the paragraphs that follow. * The extra payment covers the accrued interest. ** Normally, the last installment (4) will be equal to the Total Interest Accrual (5) except for the payments marked ** which cover, in addition, part of the original debt. If the loan extends over a longer period, more than the last installment may be necessary to cover the Total Interest Accrual.
The size of the monthly installment is pre-determined by the size of the total charge. If the total charge is $10 or less, no credit is given; if the total is below $100, the monthly installment is $10; if the charge is over $100, but not more than $150, the monthly installment is $15, and so forth as shown in column 3 of Table 5 .
The true interest rate is 18 per cent per year on the open balance; it is usually charged from the date of the first monthly statement after the purchase. ' The last installment will be the equivalent of the accrued interest rate and any odd residual of the debt not covered by the sum of the preceding installments. For example, suppose that an item has been purchased for $100 and is to be paid for in equal installments of $10. After ten months, the 12 per cent per month interest will have accrued to $7.42 altogether, so that the consumer will have to pay $7.42 as the eleventh payment (as seen at the $100-line in Table 5 ).
Such a table, to be sure, can accommodate only round dollar amounts at key intervals; but this would suffice, because the payments for interstitial amounts can be easily estimated by the consumer. Thus, the interest accrual on a credit of $110 would be estimated to be approximately mid-way between $4.49 (the interest for $100.01) and $6.79 (the interest for $120), or $5.64. The consumer, thus, would have to make seven payments of $15 and one payment of $10.64. The exact computation yields an amount of $5.69, a difference of only a few pennies.
One may, of course, operate under a different rule concerning the size of the required installment payments. One rule, for instance, might be to require payments of at least 10 per cent of the original purchase price, the exact amount being left at the discretion of the borrower. In that case, nothing but a statement of the annual interest rate on the open balance-18 per cent per year, 1.5 per cent per monthis required.
The Add-on-Charge
A second possible way of dealing with the open credit account is to add to the original credit amount an aggregate interest accrual that remains fixed for each class, as shown in Table 6 . In the open credit operation (Table 5) , only the size of the installment is kept constant for each class; the interest rate remains the same for all credits. In the add-on operation, the added interest accrual remains unchanged with certain narrow credit brackets so as to simplify the computation, especially for mail order customers. But if the aggregate accrual re-mains constant and the size of the credit changes, resulting interest rates must vary slightly depending on the precise location of the credit amount within the bracket. The obvious solution is to state the range within which the true interest rate will vary, either for the table as a whole or for the individual brackets. The first three columns of Table 6 , taken from a current mail order catalog, illustrate the situation. To the right of each line we have computed the range within which the interest rate varies depending on where the amount of the purchase lies within the bracket; the interest rate will be highest if the amount coincides with the lower limit of the bracket and lowest if it coincides with the top limit.
The Revolving Add-on Account
If a second purchase is made on an open credit account before the first has been paid up, no difficulties in computation arise. The consolidated amount at the time of the second purchase is treated as if it were one purchase; the interest rate remains constant and the size of the monthly installment is pre-determined by the consolidated amount. However, where an add-on account is involved, a second purchase presents a difficulty. Suppose, for example, that the first purchase was for $340 to which $49.50 was added for interest accrual. The combined amount of $389.50 is to be paid back in eighteen monthly payments, as can be seen from the last line of Table 6 . Suppose also that at a time when three payments have been made, another purchase is made for $50.01, which, along with the $6 interest accrual, is to be paid back in ten installments. The interest rate for this second purchase by itself is 34 per cent, since $50.01 is the lower limit of the particular bracket.
In this case, to facilitate handling for both the customer and himself, the seller will consolidate the two purchases and allow the customer to pay back the $6 add-on for the second purchase, not over the ten months provided in the plan, but over the fifteen months during which the first purchase still has to run. Thus, the interest rate for this second purchase will be lower than the 22 per cent indicated in Table 6 .
Consolidation of two add-on purchases with different time intervals to run presents one situation in which the interest rate cannot be stated in advance. But to use this difficulty as a general argument against disclosure of the interest rate is improper. First, this is a relatively rare occurrence among all consumer credit transactions. Moreover, since the consumer can only profit by the transaction, it would be quite sufficient to indicate that, in such cumulated add-on purchases, the combined interest rate will be lower than if the now extended credit had run for the shorter time.
5
The Revolving Charge Account
The revolving charge or credit account has assumed a special role in the debate over the truth-in-lending program. Retail merchants have almost succeeded in persuading legislators that revolving accounts create such a variety of "true" interest rates that it would be impossible to arrive at a fair and workable rule for stating them.
The questions raised in this area can best be illustrated through a table illustrating a typical revolving charge system, such as the one used by Sears, Roebuck & Co. and many other companies. The retailers make the point that the "true" interest rate depends on the dates on which purchases and payments are made. If the purchases are made at the beginning of the month but the payments toward the end, then the "true" interest rate will be below 1Y2 per cent per month, and-if the dates are reversed-it may be even a bit higher. Before discussing this argument, it will be useful to illustrate the different method of accounting used by the J. C. Penney Co., a variation which seems to make even more difficult efforts to arrive at a simple legislative solution.
25The Ontario Select Committee recommended the following solution: "... as to cyclical accounts the charges should be disclosed as a monthly percentage add-on, with a minimum charge if the lender so desires. The percentage to be charged, and the minimum charge if any, should be disclosed to the borrower when the credit is granted." FINAL REPORT OF THE SELECT Comm. OF THE ONTARIo LEGISLATURE Ox CONSumER CmrT 11 314, at 45-46 (1965) . of the May 31 balance is subject to the service charge. J. C. Penney then argues that, although it charges 1Y2 per cent per month, its true interest rate is dearly less than that charged by Sears, Roebuck and others, and that it should be allowed to state this. At first glance these retailers' arguments look convincing. When considered more fully, however, problems arising from both the date of the month variation and variations allegedly arising from the selection of different balances for the application of service charges can be resolved rather simply.
If we recall that our central concern is with credit contracts which impose a financial burden in excess of the original price of the merchandise, the issue becomes one of determining when this contractual situation arises. In other words, we must decide where the border-line lies between the normal charge account purchase without an extra finance charge and the credit purchase for which such a charge is levied." 8 Considering the problem in this way, we note that for purchases at Sears, Roebuck & Co. no finance charge is being levied if the merchandise is paid for before the purchase appears on the monthly account. Purchasers at J. C. Penney need not pay any finance charge if they pay before the end of the month following the appearance of the purchase on the monthly account. Beyond these dates, both Sears, 26 This approach, incidentally, also was proposed in the Senate hearings by Mr. Joseph W. Barr, Under Secretary of the Treasury when he was asked how the interest on a revolving charge account could be disclosed in advance:
I have pondered this, and to the best of my knowledge the only way I can get to this revolving credit transaction is to find at the point when the credit transaction begins what rate is being charged to the consumer. 1967 Hearings 79.
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There still remains, however, the problem of variations in the interest rate due to fluctuations of the date of payment of an installment. To be sure, if the borrower always pays earlier than his due date would require, the lender makes some money. Again, our recommendation is a simple one: forget the differences that may arise from these fluctuations. Once the borrower is advised what his latest allowed payment date is, he makes an earlier payment at his own, knowing sacrifice; since it is likely that he will draw the payment from a noninterest-bearing checking account, there will usually be no sacrifice. The fluctuations have only a de mininis effect anyway; if the leeway is not more than one month, the resulting difference in total accrued interest cannot exceed the interest equivalent for one month. Variations arising from accounting schedules adapted to computer facilities are also de niimis. Here, the suggestion to disregard is reinforced by the probable random character of these variations.
Credit Checks
There is one other situation for which it may be almost impossible to state the interest rate in advance. Some banks allow the borrower to obtain credit by merely drawing checks up to a certain amount. The charge arrangement is usually a fixed fee per check (say 250) and a fixed interest rate on the open balance. Since the true interest rate depends upon both the size of the credit balance and the number of checks drawn to reach that balance, the true rate cannot be stated in advance.
The solution here would seem to be to allow the bank to state the effective interest rate by way of approximation in terms of "typical examples." For instance, one might show the costs for a cumulative credit of $100, $300 and $500, each obtained through 5 checks, 10 checks, and 20 checks.
The Skip Contract
We now turn to an infrequently-written type of contract which is allegedly so complicated as to make it impossible to subject it to any demands for disclosure. The problem arises in credit contracts with teachers, or with others who receive their salaries over a ten months' period from September to June. Such contracts often allow the bor-820 UNIVERSITY OF PENNSYLVANIA LAW REVIEW [Vol.116:799 rower to "skip" payments during July and August. We shall see that this type of contract presents no disclosure difficulties. Before we embark on computation, it is essential to see exactly what is involved in converting a regular contract into a skip contract. The diagram below makes it clear that the difference consists entirely in the added interest accrual for the postponed payment.
The difference in total cost between the regular contract and the skip contract consists of the added interest that accrues on the skipped installment from its original due date to its new due date. In schematic Table 9 , the second installment has undergone this transformation. The precise effect of this postponement depends, as Table 9   TABLE 9 THE PRINCIPLE OF THE SKIP CONTRACT Example: The normal schedule provides repayment in three monthly installments, in months #1, 2 and 3. If payment in month #2 is to be skipped, it must be paid in month #4. Heauths again schematically demonstrates, both on the beginning date of the contract and on its duration. Tables 9A and 9B present the skip-effect for contracts that provide for repayment in 12 monthly installments, skipping July and August. In contract A, repayments are to begin in September; in Contract B, they are to begin in July. In contract A, installment #11 (July) is postponed by two months until September, and installment #12 is postponed by two months from August to October. In contract B, installments #1 and #2 have to be postponed for 14 months.
Contracts A and B mark the two extremes with respect to a regular twelve-month repayment contract: Contract A provides the minimum deviation from the regular contract; Contract B the maximum deviation. As Tables 9A and 9B show, if the contract begins in any month other than July or September, the added interest accrual will fall somewhere between these two extremes. Table 10 shows what the difference between the regular and the skip contract amounts to in terms of the size of the monthly installment, if the contract is to provide for twelve equal monthly installments. The size of these installments we know will vary according to the month in which the contract begins. As explained in Tables 9A and 9B , the installment size reaches a maximum if credit is granted at the beginning of July and the first payment is due at the end of July; it reaches a minimum if the first payment is due in September. The most interesting point that emerges from Table 10 is the relatively small difference in the resulting interest rate between the regular contract and any skip contract. Depending on the starting month, the difference is less than one per cent in three of the twelve months; in only one month does it exceed three per cent. This is important because it suggests that no great inconvenience is done to the consumer if the difference is simply added as a so-called balloon charge at the end of the contract written on the basis of twelve regular (non-skip) monthly payments. The balloon charge, of course, will be slightly greater than the percentages in Table 9 indicate, since Table 9 is based on a comparison of monthly installments, whereas the balloon charge is added only at the very end of the contract period. But if such a minor blemish seems disturbing, there is no difficulty in having tables prepared that would allow the lender to determine the appropriate increase of the regular installment Table 11 generalizes the principle established in Tables 9A, 9B and 10, and gives the installment size for skip contracts ranging from 6 to 48 monthly installments for the repayment of a $1000 credit at an annual interest rate of eighteen per cent. The table has been added here to dispel any doubt that it can easily be constructed. And again, any financial service firm will provide similar tables for any specifications. 
Initial Finance Charges
If there are initial finance charges, the question arises as to which of these charges ought to be considered as costs of the credit so as to reduce the net proceeds to the borrower, the basis for the computation of the interest rate. Some items undoubtedly belong to this category of cost. Fees for credit examination, cost of administrative processing for the life of the credit and for debt collection, and, in mortgage transactions, the lender's appraisal and legal fees all must be included; otherwise, a lender would be able to advertise a modest finance charge and then recover income from such special charges.
The difficulties begin with items that clearly confer an advantage on the borrower as well as to the lender, such as life insurance for the amount and duration of the credit, casualty insurance on the offered collateral, and the fee for the title search in a mortgage transaction.
A sensible rule, it would seem, could be developed along these lines: 1) All obligatory items, without which the credit cannot be granted, must be deducted for the computation of the net proceeds. 2) Obligatory items that clearly confer additional advantages to the borrower, such as life or casualty insurance, must be both deducted and itemized. 3) Optional items need only be itemized and not deducted from the proceeds.
Advertising
The essentials of disclosure-interest rate and its aggregate accrual-should extend to the advertising of credit.1 7 An advertisement that reads "No down payment-$20 a week" is obviously incomplete. But even if it read, "Pay $20 for 100 weeks," it is not enough. For adequate disclosure it must read: If this full disclosure gives some borrowers pause, the disclosure requirements will have done exactly what they are supposed to do. The essential point to be kept in mind is simple: in some phases of the economic cycle it is in the interest of the economy as a whole that consumer credit be expanded; in other phases it will be desirable to restrict it. Interest rates that are made to appear lower than they are, therefore, at times may hurt the community as a whole.
Delayed Payments and Prepayments
Occasional delays in the payment of the stipulated installments are apt to occur in long-term financial transactions. The "penalty" for such delays should not exceed the extra costs occasioned thereby. The size of such a "penalty" might be part of the initial disclosure, or even be regulated by law.
Here, incidentally, the actuarial method reveals one of its many advantages-its flexibility. As we have shown, it can accommodate without disruption any delays or prepayments within the stipulated interest rate. Thus, it would seem proper to add or subtract from the aggregate interest whatever is indicated by the actuarial method. Penalties designed to compensate the lender for extra administrative work should be subject to a legal ceiling, Prepayment of a long-range credit, such as a mortgage, poses special problems. The lender, by contracting for a specific interest rate, impliedly accepts the risk that the market rate might go up during the life of the credit; it would not be fair to allow the borrower to borrow money elsewhere and prepay the more onerous mortgage if the market rate dropped. One way to protect the lender against such a contingency is to allow the borrower to prepay only a part, for instance one fourth, of the total mortgage in any one year and, thus, to reduce a ten-or fifteen-year credit to four years, but not to less. Another frequently used solution is to charge a premium of one or two per cent if the prepayment is made within a protected time period.
Regulation of prepayment for smaller credits is needed because of the relative frequency with which a partially paid-back credit is prepaid with part of another credit obtained from the same or another institution.
Tolerance Limits
When dealing with measurements, it is necessary to set tolerance limits of accuracy, if for no other reason than to decide the cut-off point of the never-ending flow of decimals. The setting of tolerance limits for disclosure has two aspects. The first is the need for deciding to which decimal point the interest rate must be computed: is it to be rounded off to the nearest full percentage point, to the nearest tenth of one per cent, or should even further accuracy be required?
We might note here that rounding off to the nearest percentage point can, at worst, involve an error of one half of one per cent. A figure of seven per cent, for instance, may stand for any value above six and one-half per cent and up to seven and one-half per cent. Similarly, rounding off to the nearest one tenth of one per cent cannot involve a larger error than one twentieth of one per cent. The figure of 8.4 per cent, for example, may represent all values from 8.32 per cent to 8.4% per cent.
The tolerance limit which is selected obviously should depend on the size of the credit and its duration. Rounding off to the nearest percentage point in a $500 credit for one year allows for an error of about one half of one per cent, i.e., $1.25 of the average credit balance ($2.50) for the year. Clearly, that is a tolerable error. On the other hand, for a $10,000 mortgage over 10 years, the same error represents about $250; rounding off to the nearest decimal would involve one-tenth of this amount (or $25). The problem is to determine the amount up to which the law should be satisfied with accuracy to the nearest percentage; beyond that point all interest rates could be stated to the nearest first decimal. It should almost never be necessary to require more disclosure accuracy in consumer transactions. 8 Theoretically, the dividing line should be determined by the product of the face amount of the credit and the number of years for which it runs. But since credit size and length move, as a rule, in the same direction, it would suffice to stipulate, for instance, that annual interest rates for credits up to three years can be stated to the nearest percentage point and that rates for longer credits must be stated to the nearest first decimal.
The second aspect of the tolerance problem concerns situations, such as the open merchandise credit, in which it is difficult, if not impossible, to compute the exact interest rate in advance. Here, for reasons already suggested, 29 the lender should be required only to state the range within which the true interest rate will fall.
Summary
What does our elaborate and necessarily technical argument amount to? Essentially, just these five points:
1. THAT any lender or vendor selling on credit must provide his purchaser with a clear statement of the credited amount mode of repayment initial finance charges true annual interest rate total amount of interest that will accrue.
2. THAT these five items must include any and all charges, under whatever label, that are part of the cost of financing.
3. THAT this rule should be uniformly applied except where the credit is de minimis (defined as a credit up to $50) or where specific modifications are necessary for revolving 8 It would probably go too far to forbid interest statements with more than one decimal, but a good case can be made that additional decimals might do more harm than good, because they are more likely to confuse the lay reader than help him. See H. ZEisEL, SAY IT Wrr FiGuREs 18-19 (4th ed. 1957) .
29 See p. 819 mipra.
add-on credits. Similarly, the law should treat as de minimis the deviations that may arise from both purchases or payments made at various points of time during the (usually monthly) accounting period. 4. THAT it is a simple task to provide this information either with the help of standard interest tables, or with the help of tables tailor-made for the particular enterprise, which are obtainable at a nominal price from many financial service firms. For large scale operations, this task can be performed automatically by computers.
5. THAT the worst difficulty that can be involved in any of these operations is one single multiplication of the value read off the prepared table for $1.00 by the amount of the credit.
We are not sure that we have answered all possible objections or doubts as to the feasibility of these simple disclosure rules. In fact, we are certain that new objections will be raised; but we are satisfied that all of them can be answered easily.
One last word as to why it would be a serious mistake to allow exceptions-other than that contained in rule 3-to these disclosure rules. First, we believe there is no justifiable need for any exception. But even more importantly, it must be realized that what is at stake are not the small difficulties of transition, but the long-range simplicity and uniformity of the proposed solution. The important question is not what the required disclosure will achieve tomorrow or next year, but rather what it will achieve in the long run, once its arithmetic has found its way into our elementary school books, and new generations have grown up thoroughly familiar with its simple scheme. Children who now learn computer mathematics in elementary school will have no difficulty in understanding the arithmetic of a credit contract. And, with full disclosure, even the citizen with a below-average education, the one who needs this information most, will better be able to appraise the meaning of a credit contract.
Still another long-range consequence is to be expected from simple and complete disclosure: the usury laws, which now put ceilings on interest rates, will lose their importance. Clear visibility of the price of credit will not only enable the consumer to make an intelligent decision, but will also sharpen competition among lenders and, thus, bring down the price of credit. We know that price ceilings-or, for that matter, price floors-whatever good they may accomplish, are crutches that have deleterious effects on the economy as a whole by forcing it off its optimal equilibrium. They make investments possible that ought not to be made and prevent investments that ought to be made.
Thus, what on the surface may look like only a plan to protect the unwary borrower is in fact more. The larger function of proper disclosure laws is to bring the decisions of all potential borrowers to an optimum for the economy as a whole. Some will borrow at the offered rate; some will go to another credit source; some will prefer to draw on their cash savings; and some will save before they buy. But the relative proportion of persons making each decision will be closer to the proportions that are optimal for the economy as a whole. Thus, the ultimate function of proper disclosure is to restore the fungible character of credit which it was allowed to lose in the jungle of a hundred individual labels.
